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SUBJECT: Conform ty/Education Loan Interest Deduction

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
introduced/amended

X FURTHER AMENDMENTS NECESSARY .
X DEPARTMENT POSITION CHANGED TO Pending.

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

This bill would conform California law to the federal deduction for interest on
certain education |oans contained in the federal 1997 Taxpayer Relief Act (Public
Law 105- 34).

SUWMVARY OF ANMENDMENT

The January 5, 1998, amendnent renoves all of the previous contents of this bill
and replaces it with a deduction for interest on certain education | oans.

EFFECTI VE DATE

This bill as a tax levy would go into imedi ate effect and apply to taxable years
begi nning on or after January 1, 1998.

SPECI FI C FI NDI NGS5

Backgr ound

The Tax Reform Act of 1986 repeal ed the deduction for personal interest.
Student loan interest generally is treated as personal interest and thus is
not allowable as an item zed deducti on. Taxpayers, in general, may not
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deduct education and training expenses. However, a deduction for education
expenses is allowed as a trade or business expense if the education or
training (1) maintains or inproves a skill required in a trade or business
currently engaged in by the taxpayer, or (2) neets the express requirenents
of the taxpayer's enployer, or requirenents of applicable [ aw or
regul ati ons, inposed as a condition of continued enploynment. Education
expenses are not deductible if they relate to certain m ninum educati ona
requi renents or to education or training that enables a taxpayer to begin
working in a new trade or business. |In the case of an enpl oyee, education
expenses (if not reinbursed by the enployer) may be clainmed as an item zed
deduction only if such expenses relate to the enpl oyee's current job and
only to the extent that the expenses, along with other m scell aneous
deductions, exceed 2% of the taxpayer's adjusted gross inconme (Ad).

Federal Law

Under the TRA of 1997, certain individuals who have paid interest on
qual i fied education | oans may cl ai m an above-the-line deduction for such

i nterest expenses, up to a maxi mum deduction of $2,500 for the 2001 taxable
year. The maxi mum deduction is phased in over four years, with a $1, 000
maxi mum deduction in 1998, $1,500 in 1999, $2,000 in 2000, and $2,500 in
2001. The maxi mum deducti on anount is not indexed for inflation.

In addition, the deduction is phased out ratably for individual taxpayers
with nodified AG of $40, 000-$55, 000 ($60, 000-$75,000 for joint returns).

The deduction is allowed only with respect to interest paid on a qualified
education loan during the first 60 nonths in which interest paynents are
required. Months during which the qualified education loan is in deferra
or forbearance do not count against the 60-nonth period. No deduction is
allowed to an individual if that individual is claimed as a dependent on
anot her taxpayer's return for the taxable year. A qualified education | oan
generally is defined as any indebtedness incurred to pay for the qualified
hi gher educati on expenses of the taxpayer, the taxpayer's spouse, or any
dependent of the taxpayer as of the tinme the indebtedness was incurred in
attending (1) post-secondary educational institutions and certain vocationa
school s defined by reference to section 481 of the Hi gher Education Act of
1965, or (2) institutions conducting internship or residency prograns
leading to a degree or certificate froman institution of higher education,
a hospital, or a health care facility conducting postgraduate training.

Qual i fied higher education expenses are defined as the student's cost of
attendance as defined in section 472 of the Hi gher Education Act of 1965
(generally, tuition, fees, roomand board, and rel ated expenses), reduced by
(1) any amount excluded from gross incone for redenption of U S. savings
bonds, (2) any anmount distributed froman education | RA and excl uded from
gross incone, and (3) the anmpbunt of any schol arship or fell owship grants
excl udabl e fromgross income, as well as any other tax-free educationa
benefits, such as enpl oyer-provided educational assistance, that is

excl udabl e fromthe enpl oyee's gross incone.
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California Law

California |l aw generally is in conformty with the Internal Revenue Code as
it read on January 1, 1997, as it relates to educational incentives, which
do not allow a deduction for student |oan interest.

This bill would allow a deduction for the interest paid by the taxpayer
during the taxable year on any qualified education loan up to the follow ng
maxi mum anount s:

Taxabl e Year Maxi nmum
1998 $1, 000
1999 $1, 500
2000 $2, 000

2001 or thereafter $2, 500

Pol i cy Consi derati ons

Federal |aw specifically allows the deduction for interest on education

| oans to be taken in computing adjusted gross inconme (AG). Thus, al

t axpayers paying this type of interest receive the benefit of the deduction
not merely those who have item zed deducti ons which exceed the standard
deduction. This is known as an above-the-line deduction. This bill does not
conformto this above-the-line treatnment for California purposes. The
California treatnent as a bel owthe-1line deduction may not be of value to as
many taxpayers as the federal treatnent since those taxpayers otherw se
claimng the standard deduction (rather than item zing tax deductions) may
not have sufficient other item zed deductions available to exceed the
standard deducti on anounts.

| npl ement ati on Consi derati ons

Federal |aw allows the deduction for interest on education |oans to be taken
in conputing adjusted gross incone (Ad). Thus, all taxpayers paying this
type of interest receive the benefit of the deduction, not nerely those who
have item zed deducti ons which exceed the standard deduction. This is known
as an above-the-line deduction. As an above-the-line deduction on the
federal return, this interest deduction will appear on a significant nunber
of the nost sinple returns (i.e. the 1040EZ and TELEFILE returns) of fornmer
students entering the work force in entry-1level positions.

The California return begins with federal AG. Since the bill currently does
not contain | anguage which would allow this sanme above-the-line treatnent
for state purposes, an adjustnent to federal AG would be required as wel

as allowing this deduction as an item zed deducti on. Those adjustnents can
be made only on the long form 540. Thus, those taxpayers who previously
filed the nost sinple state returns (i.e. 540EZ and TELEFI LE returns) woul d
now be required to file the long form540 to take this deduction as an

item zed deduction instead of an above-the-line deduction

Techni cal Consi derati ons

Section 221 of the Internal Revenue Code, which is being confornmed to by
reference in this bill, did not exist on January 1, 1997, but was added to



Senate Bill 1167 (Hurtt)
Amended January 5, 1998
Page 4

the Internal Revenue Code by Section 202 of Public Law 105-34. Therefore, in
order to incorporate this new federal section into California | aw, on page
2, line 4, after “Code” insert: as added by Section 202 of Public Law 105-34

FI SCAL | MPACT

Departmental Costs

If the inplementation consideration is resolved, this bill would not
significantly inpact the departnent’s costs.

Tax Revenue Esti mate

Esti mat es bel ow assune actual enactnent after June 30, 1998.

Fi scal Year Cash Fl ow
I nterest Paynments Due After 1997

$ MIIlions
1998-9 1999-0 2000-01
($14) ($15) ($16)

Tax Revenue Di scussion

The revenue inpact for this provision wuld depend on the anount of
qualified interest paynents in any given year and the average margi nal tax
rate applicable to the deducti on anpounts.

These estimates were derived frominformation fromthe California Ad

Commi ssion O fice on student |oans. The vast majority of taxpayers would be
former students (rather than parents) with nodest incones. It was projected
that of the approximately 1 mllion students repaying | oans, half (500, 000)
woul d claimthe interest deduction for tax year 1998. Many woul d not be
eligible due to the interest period limtation, AG tests, hone equity

fi nanci ng of loans for which interest is currently deductible, and defaults

on loans. It was assuned that the average annual interest paynment woul d be
$600 (one-half of an average annual paynment of $1,200). |If a marginal tax
rate of 4.5%is applied to these deductions, the inpact would be around $14
mllion.

BOARD POSI TI ON

Pendi ng.



